
and/or to sell sponsorships. The long term opportunity lies only
in the ability of either the publisher or the audiotex bureau to
sell sponsorships. In January 1990, Donnelley Directory tested
the revenue generating capabilities of FOB sponsorships. In his
test Donnelley set up 4 key objectives:

1. Determine the salability of FOB sponsorships to national
advertisers;

2. Determine which applications and price points work best for
different industry categories;

3. Determine the workability and cost effectiveness for Donnelley
of FOB national sponsorships;

4. Determine the operational needs of supporting national
sponsors. 31

The test was considered a failure considering the number of
contracts won versus the considerable effort that was expended in
attempting to procure sponsorships. The national talking Yellow
Pages sponsorship sales manager attributed the failure to the
following: 32

l.
2 .
3.
4 .

The audience is too small.
CPM is too high compared with alternative media.
There is no pressing need or benefit for advertisers.
FOB is an unproven new medium, in which no one has been
able to demonstrate a link between advertising
expenditures and increased sales.
:o~ those adver~lse~s 1nterested 1n generating databases,
the cos~ pe~ name was too hlOh.

Building Usage

The lnescapabl e COI'1cl US.l on :- ~om Donne 11 elY's exper ience was its
1nabl~ity to gene~ate ~eve~~e from FOB aud1otex. This is linked
to ~ow usage of the prod~ct. An analys1s of a 12-market FOB
s~udy (refe~red to as the .~C/TAG study) supports some of the
suspected difficul:1es encountered 1n bUlld1ng usage. ThlS stud)
was also cons1stent w::~. ?32's owr. exper1ence w1th SMART Talk.
Add:tlonally, it was oDse~ved that reported usage might be
m1sleadlng because f~equen: users had memorized audiotex numbers
thus eliminatlng the need to refer to the pr1nted dlrectory.

31EYP ProJect Manager's Memo, March 26, 1991, "Front of the Boo~

Aud1otex" (?B Document #035113-117)
32EYP ProJect Manager's Memo, March 26, 1991, "Front of the Baal
AU8.lotex" (PE Do::umen-:= #035113-117)
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Regulatory Environment

Regulatory restrictions under which the PBD must operate in
regard to FOB were identified as follows:

1. The appropriateness of any audiotex message in the
company's directories would be out of PBD's control,
and likewise,

2. The determination of who and on what terms an audiotex
provider would appear in the directory would also not
be within PBD's control.

The net result would be " ... that PBD would lose control of the
Local Access Pages section after years of investment, equity
building and careful honing of the design and content."

Conclusion

"FOB audiotex can be of significant value to PBD if we can use it
to strengthen, rather than jeopardize, our existing front-of-book
edltorial product. When the legal and regulatory situation
permlts RBOC directory publishing affiliates to shape their
d:~ectory produc~s to meet market needs, we should explore FOB
audlotex. "3~

Other regulatory proceed1ngs added to the fate of FOB at PBD.
ihese are summarized in the following excerpts from an April 10,
:. 991, memo: 34

"Due to the ongolng proceedings at the FCC regarding the
regulation of enhanced serV1ces and resulting from the Ninth
Clrcuit Court of Appeals remand of Computer Inquiry III, the
development of a :ron~-of-book talking yellow page product
would be subJect to the same prohibitions PBD's electronic
yellow pages deve:cpment 1S subJect to. Planning and
development 1S currently prohiblted for any enhanced service
for which there lS nct an approved Comparably Effic1ent
Interconnection (CEI) plan on file with the FCC. The FCC is
not accepting any new CEI plans while the remand is going

33EYP ProJect Manager's Memo, March 26, 1991, "Front of the Book
Audlotex" (PB Document #035113-117)
3~PBD: Regulatory :ssues Regard1ng Front-Of-Book Talking Yellow
Pages, Apr11 10, 1991, memo by S.L. Kivowitz (PB Document
0351~d)
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on. Pending a favorable resolution of this investigation,
limited market research may be conducted, but no product
development activities may take place. Resolution of these
issues is expected within an 8 - 12 month time frame. I
will keep the product team informed of all relevant
developments."

MARKETING ISSUES AND BUSINESS PlANS

~TING ISSUES

After an initial assessment of the potential for electronic
services, PBD confronted the issues of how to gain entrance to
the market. The primary dilemma seemed to be centered around two
conflicting elements to the provision of an EYP produ'ct:

1. The value to a consumer is presumed to be the ability to
take a large amount of information (a critical mass is
needed) and manipulate it in the manner most personally
useful - without this critical mass consumers won't bUy the
product;

2. On the other hand, advertisers would not likely be too
interested in sponsoring a product unless there are
SIgnificant volumes of usage.

By 1990, PBD had worked au: a plan to dea: wIth this dilemma.
The approach Involved work~ng out a separate revenue stream to
fInance the development of the critical mass data base. The
separate revenue stream was described as follows: 35

"Using the InformatIon about Cal':'fornia business which
exists currently in YPS and in ·Pacific Bell's list
rental products, PBD would enter the list business. We
would rely on the currency and depth of our information
to secure cornpet~tlve advantage in the existing, robust
and growing business of marketing business lists to
businesses seekIng leads In the b-to-b marketplace.
Pacific Bell IS currently generatIng about $750,000 per
year in this busIness with a very modest marketIng and
sales effort: I belIeve PBD could do at least as well.
Bell has indicated a willingness to enter into
discussions on transferrIng this business to PBD."

3~Fbllow-uD Memo, dated 6/6/90 "Proposed approach to EYP Market
Development". (PB Do::ument #034644 - 647)
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The approach went on to describe how the mar~eting of business
list information would allow PBD to gather and compile the kind
of information needed for the creation of an EYP product. It was
clearly stated that such a marketing plan would provide access to
information that other methods, such as using the existing sales
force, would not. Once the data base has been developed to a
sufficient level, consumers would be given access to it. When
the level of consumer usage reaches a sufficient level, then
space could be sold to advertisers.

Internal replies and comments regarding this approach genera:ly
supported the idea. It was pointed out that the list business
might be too risky to rely on to fund EYP, since it may take
several years to develop into a profitable enterprise. A key
strength of the approach is the lack of a heavy up-front
investment. It was noted that more information should be
obtained in regards to:

:. . market needs,

2. identifying market needs in terms of current Yellow Page
limitations, and

3. consumer and advertiser Willingness to substitute electronIC
for pr:.nt. 3e

~t was also pointed out that the potentlal long term reward 0:
ses~rlng a pos:.tlon I~ the marketplace was worth considerable up
:ron~ r1sk. ThIS:'5 bor~e out by the activ:.tIes of other player
such as Sears, :BM, and the other tel cos .'-

BUSINESS P~S

:he 1992 Business Researc~ Plan sp~cIfles PBD's Intention to
enter the EY? market.'· \A~pe~d:.x Al The plan focused on 4
general approaches :cr :ne jear: ObtaInlng user feedback on
product trlals, data83se D~:.~d:.ng, ldentifying strategIC
a:"':':.ances, and deallnc; v.'.:.:r. regulatory lssues. Specific
aC::'Vltles were to lncl~~e product and staf: development. The
::.rs: applicatlons woc.:':'::: 0<:: ;:;rovlded through the media of CD-ROM
and floppy disks.

36Memo from flroze Docter ~o Hal Logan dated 6/8/90. (PB Document
#034705 - 706\

;~90,
..::. ~,:-, .../P

Market Developmen:: Response to Proposed Approach, June 12.
(PB Document #035105-1071
199::: E/J:::N£S5 ;..,::=. ?£S£A..RCH P:..AN, Document 014570 - 586
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With regard to the regulatory goals specif~ed_ in the plan, it was
pointed out that the EYP returns could be channeled to the
shareholders if the California Commission could be convinced that
shareholders had borne the risk of development. It was suggested
that the setting up of separate subsidiary would help ensure
below-the-line treatment.

FEASIBILITY STUDIES

In 1991, PBD contracted Haldane King and Partners to conduct EYP
market feasibility studies:

"PBD conducted this market study to aid in determining the
feasibility of an EYP service. The primary objectives were
to examine consumer buying information needs, map how that
information is applied in the purchase process, and test
preliminary assumptions about how the Yellow Pages might be
electronically enhanced.

The Yellow Pages is a uniquely successful sellers' medium,
perceived by it s users as a convenient source of
information on local businesses. California consumers
report a high level of satisfaction and loyalty when asked
about the Yellow Pages. Clearly, an electronic shopping
information dlrectory will need to demonstrate compelling
advantages to lmprove on the well-understood benefits and
uti:ity of the printed Yellow Pages.

As consumer markets mature and competition increases, PBD is
exploring alternatives to extend the content and
distribution of its buying information. These opportunities
are being examined in the context of three perspectives:
Consumers (business and residential), Advertisers and The
Pacific Bell Yellow Pages.

In order to be compet~tive, an EYP will have to satisfy
lmportant consumer needs, earn advertiser interest and
commitment and be complementary to the existing core
product.

Research objectlves were segmented into three primary areas:
• Consumer Information Needs and Uses
• Purchase Process
• Systems and Technology"j~

39pBD EYP MARKET FEASIBILITY STUDY FINAL REPORT I April 12, 199J
by Haldane King & Partners (PB Document #017662 - 721)
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The final report of this feasibility study is. in Appendix C
attached to this report.

The Haldane King and Partners continued to conduct two
qualitative research studies for PBD to evaluate the market
feasibili ty of EYP4G.

MARKET TRIALS AND RISK ASSESSMENT

HARKE T TRIALS

By 1992 PBD was planning for a market trial, as fully described
in a PacBel1 Electronic Publishing Services (PBEPS) business
plan. A comprehensive market trial was considered a very
important step toward starting up an electronic publishing
business, since it was necessary to be able to predict the
viability of the proposed business by testing usage and
participation. At the same time PBEPS would be able to test its
ability to create and deliver a database over a variety of med~a.

With such information a full business case could then be
developed. The plan was to conduct the market trial during 1993
and present a business case in 1994.

~hlS :lrst market trial would utilize live operators as an
:nterface between the user and the database, and would focus on
S8me basi= serVl=es su=h as ac=ess to the baslc yellow page
~:s:lng and buslness ::s::ng tlers. The addition of hours of
Gpe~a::on w8u~d be an l~po~tant selling pOlnt. Most lnquirles
wou~d be Vla a llve ope~ator (provlded by a 3rd party vendor) but
other optlons will be tested. It was anticipated that these
other optlons would lnclude providing the answer to inquiries
v:a:

• computer-generatec VOlce,
• vo:.ce mailbox,
• ma:.:ed p~ir.:o'..::,

• fax, and
• co~puter to cG~pu:e:.

Advert:,slng the market :::.al was to be a test in ltself as to
wnether one medla works better than another in marketing this
p~oduct. TV, prlnt, ~ad:o, b:llboards and promotions were all t l

be utillzed.

4UPBD ELECTROKIC YELLOv) PAGES / "Class i f ied Advertislng Research
Study Proposal", Feb~uary 3/ 1992 Prepared by Haldane King &
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Joint venture was a prominent topic in the-discussions concernlng
the market trial plan. In fact Pacific Bell's Information
Services was an active joint venture candidate. PBEPS' roll in
any joint venture trial was clearly stated: "PBEPS will be the
database provider for these trials."41

RISK ANALYSIS

The various anticipated risks were laid out in the business plan
ln three categories:

• Marketplace and Business Structure Risks,
• Technology Risks, and
• Legal and Regulatory Risks.

It was anticipated that the structural risk would involve the
upfront cost of providing a product close enough to being final
as necessary to attrac: users and advertisers. Most of this
would be related to setting up the market trial, and would
include the associated advertising expense necessary to ensure
that sufficient promotion has been utilized. The Marketplace
strategic risks were ldentlfled as those parameters that the
market trial would be designed to test.

Technology risks lie in the fact that the media of the future is
largely an unknown, and such a product needs to be flexible
enoug~ to dea~ with thiS ~nknown.

In the view of the company in 1992,

REDACTED

] Risk lssues relating to
regulatio~ by t~e Cal::2r~:a Public Utilitles Commission were
:den::fled as follo~s:

41 Paclfic Bell Elec:ronlcPublishing Services Co. 's Database and
Consumer Products Projects, Preliminary Funding Request, August
4, :992 (FE Doc\.l:1'\er.: #014552 - 568)
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"',; REDACTED]
"In insisting that ratepayers not be disadvantaged by the
disclosure of intellectual property to a below-the-line
subsidiary, the Commission noted that 'Ratepayers may be
disadvantaged if the intellectual property is used by the
competitive affiliate to provide a service which could have
been provided at lower cost by the monopoly, but for corporate
reasons, the company decided against the deployment of the
service in a regulated setting. ,42

ALTERNATE ENTRY OPTIONS

REDACTED
lother options were also considered but

considered less desirable for various reasons.

REDACTED

The above options were reJected as less desirable for different
reasons. Either the ma~ket had been found wantlng ([ REDACTED
1 I, or there was a lack o~ competltlve advantage at this time
( [ ) .

~>£DACTED

] .
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REDACTED
] Pacific

Bell's Information Services Group and Corporate Strategy
department examined this option carefully several years ago, and
found it wanting. There is no reason to believe that a re
examination now would lead to a different conclusion.

PBO'S EYP IS AN "EXTENSION OF PRINTEO YELLOW PAGES"

It was difficult for the Audit Team to trace all the documents
and analyze and draw a conclusion on what exactly transpired
through the many years of EYP development of PBD. However, from
those documents obtained by the NARUC Audit Team, one fact is
undeniable: Even today's EYP database design bears a startling
resemblance of what was conceptualized in 1988. In fact, the
whole product EYP was built from the idea of enhancing existing
printed yellow pages.

In the Pacific Bell Information Services 1992 Business Plan
Overlay, dated August 21, 1991, PBD recognized that:

"Pacific Bell has many possible opportunities within
the Information Services Industry, with varying degrees
of a:trac:iveness ..
Some of these opportunities are extensions of current
products or product llnes .. EYP"

"In addition, some have synergies with existing
products or othe= lnformatlon serVlces products:
... [

REDACTED

" ... The top oppor:~~::les have been selected, based on
the market attractlveness, fit with Pacific Bell and
capabilities developed :nherent with the product:
. . . [

"43 (emphasis
added)

43Paclfic Bell Informatlon Services 1992 Business Plan Overlay,
dated August 21, 1991 (PB Document #034887 - 923)

C-75



Thus, the EYP was built and reportedly continued to be built as
it expands to the frontier of the multi-media publishing arenas.
Although Pacific Bell parent corporation may want to transfer EYP
out of the operating company and EYP may eventually be developed
into a multi-media publishing group of services, one thing is
clear: EYP's origin cannot be denied. This EYP, or EPS product,
is an extension of the old printed yellow pages.

SUMMARY

As best as can be determined, the ratepayers' funding of the
these potential new electronic publishing services and products
began in the mid-1980s, a period of over eight years. A major
lmpetus to this electronic publishing effort began when a key
outside expert in the field of electronic publishing was hired by
Pacific Bell Directory to lead the effort. The visionary
strategy and direction of electronic publishing was provided by
the former Presiaent of Pacific Bell Directory Company.

Substantial amount of staff resources at Pacific Bell Directory
were lnvolved in the research and development of potentlal
electronic publishlng serVlces and products. Numerous
feasibi:lty studies were made by outslde consultants and by
Pac~fi: Be:: ~lrec:cryls ow~ experts regarding the market
pc:e~::al for elec:rO~lC yellow page publlShl~g and other related
:l~e of buslnesses.

These studies general~y show that the market potentials for the
cffering of electroDlc ye:low pUblishing services and products by
a RBOC are favorable. The RBOCs are In a favorable competitlve
posltlon ln the emerg:ng elec:roDlc yellow publlshing because of
the synergy from the compan:es' cor~ telephone operatlons,
namely, name recogr.l:1C~, es:abllshed reputation, expertlse ln
classlfled advertlsln~1 CJs:omer contacts and relationships,
.:r:::-as:.=-uctu:-e, :ra:.:~:..::..es, e~::.
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CHAPTER 7

CORPORATE PLACEMENT OF EYP

PACIFIC BELL CHOSE TO DEVELOP EYP WITH RATEPAYER FUNDS

The development of EYP opens a page of extensive research effo~ts

·drawing huge man-hours and many consultants in a span of many
years. While the new product is a natural extension in an
enhanced fashion that fits rightly with PBD, the cost of
development was also borne by ratepayers from the project
conception. Pacific Bell could have, however, designated the
funding and development to be carried by an unregulated "below
the-line" affiliate, without any linkage or coverage from PBD,
from the project conception, as it would have been appropriate,
logical and consistent with its current application with the
California Commission. Instead, Pacific chose to have ratepayers
fund the early development of EYP and years later, transfer the
responsibility to an essentially non-regulated entity.

As early as 1987, corporate placement of the new business
opportunity was apparently on the mind of the then CEO, Mr. John
Gaulding. Gaulding assumed that some form of sharina would
result from the Rate Stabilization proceeding before the
California Comm~sslo~, and that the growth and earning power of
PBD would make the Company a strong candidate for investment in
areas such as EYP, that was not strictly traditional: 44

PBD'S FUNDING TRACK

In a memo to the EYP ProJect Manager, dated September' 20, 1990,
wh~le claimlng that a PC-based model of an on-line EYP product
had been developed for purposes of product concept illustration
and ready for demonstra::on:

"I ncremental fun:il ng ha:; been a lloca ted to the proJ ect
in the followlng amounts, primarily to conduct consumer
market demand analys:s:

1990:
1991:

44"A BLUE PRINT FOR THE FUTURE", PBD Presentation to the Board 0:
Directo~s, Septerrber 2~, 1,987 (Document #021545 - 021581)
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An integral PBD Task Force has been formed to develop
PBD's strategic perspective on EYP; the Task Force is
represented by the following PBD functional
departments: Business Development, Core Product
Marketing, Information Systems, Public Policy, and
Finance.

The PBD EYP Task Force is maintaining relations with
Pacific Telesis Corporate Strategy and Pacific Bell
ISG. "45

It was reported in the EYP Progress Report, dated June 22, 1990,
that PBD, PB/Information Service Group and PB/Planning had begun
to assess the elements of the regulatory situation:

• Optimal placement of EYP development within the Telesis
family

• Will the California Commission place EYP above or below the
line?

• Should EYP be developed within a regulated or
deregulated framework?

The EYP Progress Repo~t also cited that:
• EYP has important revenue and profit potential for PBD
• PBD database provides a potential competitive advantage

Neve~theless, the EYP ?~ogress Report concluded that the
rec8n~ended EYP developme~: strategy would need to be pursued
~::~ funding :ro~ Pac:::= Be~~. I: remlnded that formal
designatIon 0: 23) as t~e Pac:::c TeleSIS Company wIth primary
responsibIlity fo~ the development of EYP should accompany
PacIflc Bell fund:ng. 46

In 1991, the 1992 PB:S BJs:ness Plan proposed that:

"A.."i. informaL.on Se~\'lces Growth Fund should be
es:abllshed ~::~:~ ?ac:::c Bell to fInance new
In:ormatlon Serv::es :pportunltles ln 1992.

Funds should be a~~8=ate8 to opportunIties based on
PacifIC Bell's appet:te for new, potentially risky, but
g~owth oppor:un:t:es :n :992, and on indivldual
opportunities' strategIc fit WIth Pacific Bell, and
fInanCIal and market attractIveness.

45 Memo to the EYP P~oJect Manager, dated September 20, 1990
IPB Document #034695 - 696)
';0E':'? ?~o::!ress r~ep:rt, ::Jne :::::2, 1990 (PB Document 034588 - 623)
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Additionally, Pacific Bell should dev~~QP methods to
allow the network to be the conduit for other
Information Services providers, acting as the platform
upon which Information Services applications can be
built."47

It is an und~niable fact that the EYP was developed by PBD using
funds from ratepayers. Nevertheless, the hands of the Telesis
Corporate intervention were written allover the wall even in the
very early days.

TELESIS PLACEMENT DECISION OF EYP

When the new director of the New Business Development was hired
in 1988, he was instructed to engage in research to answer the
quest of the EYP vision of former CEO, John Gaulding. At the
same time, he was also reporting directly to Phil Quiqley, the
then CEO of Pacific Bell. By 1991, the EYP Task Team was
Instructed:

"Obviously, any application we pursue will require
regulatory approval. One potential wrinkle: Quigley
has stated that any electronic product offering will be
below the line; this may complicate some of PBD's
plans."48

In ~992, the questIon of managlng effectively the simultaneous
offerlng of Yellow Pages data ln prInt by one organlzation within
Pac:flc Telesis Group, and of similar data in electronic form by
another organizatlon withln the company was raised. 49

TELESIS JUGGLING OF EYP PLACEMENT

In :991, the Paci:lc Be:: Electronic Publishing Services (PBEPS)
was formed. Pac:flc Be:: :r.:ormed the Audlt Team that PBEPS was
neve= actlve and was d:sso:ved late=. On January 1, 1993, the
ProJect Manager 0: EYF was transferred to PBIS. Along with thIS
:=ansfer, the IMS manager who was lnvolved In designing the EYP
database was also transferred. On April 1, 1994, Pacif.lc Bell
announced that the entlre EYP Team was transferred to a new
?ac:flc Telesis Electror.lc PublIshlng Services that was not part
of Paclflc Bell. It appears that this formation was a step to
shleld the potential lucratlve business from regulation.

~7paclfic Bell Information Services 1992 Business Plan Overlay,
August 21, 1991 (PB Document #034887 -993)
46EYP MeetIng Notes, May 10, 1991 (PB Document #034876)
49YPD BUSIness Case Su~~ary, Preliminary Funding Request
(Dcc~ent #C:64E~,
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In designating the EYP to below-the-line non-regulated affiliate,
ratepayers are being denied of the future benefits from an asset
they funded.

The chang~ in Pacific Bell corporate strategy to that of
prohibiting Pacific Bell Directory from engaging in research and
development, or from offering of electronic delivery or
enhancement of the core yellow page information business have
left the company with a mature business with a declining growth
rate. This strategy has removed from Pacific Bell Directory a
potential new source of revenues to offset the potential loss of
classified yellow page advertising revenues to emerging
electronic publishing competitors and potentially to its newly
formed affiliate company, the latter, being a form of
cannibalization.

The Pacific Telesis Group's strategy, if unchanged, has left a
billion dollar regulatory ratemaking asset without the means to
enhance in a significant way or even to maintain its industry
position over the long-term. This change in Pacific Telesis'
corporate strategy appears to have been made to ensure that onl~

the shareholders beneflt from the activities funded by the
genera: body of ra:epayers.
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CHAPTER 8

OTHER ISSUES AND PROBLEMS

In the course of the investigation, the NARUC Audit Team
discovered many other issues and problems concerning EYP. All of
them are significant issues that require correction or
resolution:

IMPROPER PROJECT ACCOUNTING AND TRACKING

In Pacific Bell's application to the California Public Utilities
Commission for permission to enter electronic publishing, Pacific
only reported $1.5 million as an accumulated expenditure.
However, according to the project director of EYP, accounting and
tracking of the EYP expenditure was not done at all and there was
"no tracking manual". He admitted that tracking began only after
meeting with the Audit Team in the last quarter of 1992. 50

AFFILIATE TRANSACTION RULES MAY NOT BE ADEQUATE

There have been no compensation for ratepayers' multi-million
jc~:ar r~sk. Pac:::c Teles:s' electronIC publishIng ventures
nave bee~ crcss-subsld::ed by ratepayers. Current affilIate
:ra~sactlOr. rules may no: be adequate to prevent or deter similar
s:t~atlon from occurr:ng. A sltuatlon where ratepayers, in
essence prOVIde the seed money and bear the risks with the
rewards accrUIng to shareholders.

MAJOR INVESTMENT IN NEW INFORMATION MANAGEMENT SYSTEM
INCAPABLE OF HANDLING THE EYP DATABASE

?~= :nfermed the Aud:: :ea" :~a: the maJor Investment in Its new
::-.fcrmatlon Manageme:-.: SJ's:e::-. iIMS) .:s .:ncapable of handlIng the
EYF database. Th:s s:a:e~e~: :s contrary to the company's own
de cument:s and s tUdl e sa,,:::: ?:::=:' management presenta t 10n whi ch uses
:~S flexibIlity in dellver~ng new products reqUIrement as a
selllng point to the Board ef DIrectors to replace the old data
system. IMS was des:gned and lnstalled at the same time when EYP
was developed.

Pro] ect Dl rector, February 23 , 1993
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OTHER CRITICAL ISSQES

This report reveals the development of EYP by PBD, the various
development stages and roadblocks PBD faced, the analyses of the
opportunity and risks EYP brings along, and the Corporate
involvement in the soon-to-be-realized business. Nevertheless,
many concerns and issues are still open: the cannibalization of
EYP on printed yellow pages, the protection of existing printed
yellow pages contribution for ratepayers, the competition issues,
the regulatory policy concerning the two yellow pages forms, the
balancing of risk and reward, the right of the ratepayers'
funding, the future scenarios of EYP as it expands its horizon to
electronic publishing and the placement of the service above~or

below-the-line.
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CHAPTER 9

F~ND~NGS AND CONCLUSIONS

No prudent company would enter into a new business venture
without careful and extensive studies concerning the nature of
the new business, its market, its prospective customers,
'requirements of various kinds, such as financial, legal, and
regulatory, and measurement of business risks. The development
of Electronic Yellow Pages is no exception.

Pacific Bell Directory's development of Electronic Yellow Pages
can be traced back to 1986, some eight years ago. Because of the
long span of time and the complexities of the new product, the
NARUC audit has been difficult. This NARUC Audit Report serves
to provide an insight of how the Electronic Yellow Pages came
into being, what issues and concerns Electronic Yellow Pages
brings, and how the Telesis corporate decision juggles the
placement of Electronic Yellow Pages out of Pacific Bell, the
telephone operating company.

The following is a list of the Audit Team findings and
conclusions:

~he yellow page operations of Pacific Bell Directory, a wholly
owned subsidiary of Pacific Bell, are considered to be part of
the regulated rate base ln California. All revenues and
expenses associated with yellow page operations are thus
consldered "above-the-llne" for ratemaklng purposes, unless
specifically excluded. This regulatory treatment started
early in the corporate history of Pacific Bell (then known as
Pacific Telephone and Telegraph Company) and continues to the
present. All of the substantial contribution from the yellow
page revenue streams lS used to offset the cost of exchange
cperatlOrls.

:. Pacific Bell Directory's research and development and
associated actlvl:ies :~ electronic publishing and other
emerglng technology in the directory field were funded by the
general body of ratepayers.

3. As best as can be determined, the ratepayers' funding of the
these potential new electronic publishing services and
products began in the mid-1980s, a period of over eight years.

4. A maJor impetus to thlS electronic pUblishing effort began
when a key outslde expert in the field of electronic
publishlng was hlred by Paclfic Bell Directory to lead the
effort. The vlslonary .strategy and dlrection of electronlc
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pUblishing was provided by the former President of Pacific
Bell Directory Company.

5. Substantial amount of staff resources at Pacific Bell
Directory were involved in the research and development of
potential electronic publishing services and products.

6. Numerous feasibility studies were made by outside consultants
and by Pacific Bell Directory's own experts regarding the
market potential for electronic yellow page pUblishing and
other related line of businesses.

7. These studies generally show that the market potentials for
the offering of electronic yellow publishing services and
products by a RBOC are favorable.

8. The RBOCs are in a favorable competitive position in the
emerging electronic yellow pUblishing because of the synergy
from the companies' core telephone operations, namely, name
recognition, established reputation, expertise in classified
advertising, customer contacts and relationships,
infrastructure, facilities, etc.

9. Over the mid- to long-term, electronic publishing will offer
se=ious competition to the traditional printed yellow pages.
Unmitigated, substantlal erosion of the present contribution
from tradltional prir;ted yellow pages in the order of
~agn:tude of m::~lo~~ 0: do:lars wlll occur for Pacific Bell
ratepayers.

lO.All research and development activit1es were abruptly
discontinued (about 0anuary 1993) at the Pacific Bell
Dlrectory. Key pe=sonnel and the electronic publishing
activ1tles were transferred to an essentially non-regulated
Subsldlary, Paclfl: Bell :~formatlD~ Services, a wholly owned
Subsidiary of Pa:l::: Be::.

::.After about a year, a further transfer was made of this
electronlc pUbllShl~g cperatlo~ to a newly formed company that
1S not part of the Pa:l:lc Bell corporate structure, but 1S
pa=t of PacifiC Te1esls, the holdlng company.

12.The change in Paclfl: Bell corporate strategy to that of
prohibiting Paclf:c Bell Dlrectory from engaging in research
and development, 0= from the offering of electronic delivery
or enhancement of the core yellow page information business
has left the company with a mature business with a declining
growth rate.
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13.This strategy has removed from Pacific ~ell Directory a
potential new source of revenues to offset 'the potential loss
of classified yellow page advertising revenues to emerging
electronic publishing competitors and potentially to its newly
formed affiliate company, the latter, being a form of
cannibalization.

14.The Pacific Telesis Group's strategy, if unchanged, has left a
billion dollar regulatory ratemaking asset without the means
to enhance in a significant way or even to maintain its
industry position over the long-term.

l5.This change in Pacific Telesis' corporate strategy appears to
have been made to ensure that only the shareholders benef~t

from the activities funded by the general body of ratepayers.

16.Pacific Bell Directory's accounting and project tracking
guidelines and procedures are inadequate with respect to the
electronic yellow pages development project. This project and
related electronic publishing projects are controversial from
a regulatory p~spective, especially in view of the fact the
research and development efforts started before the lifting of
the information ban. The company did not start tracking its
expenditures until the fourth quarter of 1992, approximately
six years after the work began. Moreover, this tracking began
only after this issue was raised by the Audit Team.

li.7here have been no compensation for ratepayers' multi-mill1on
dollar risk. ~acific Telesis' electronic pUblishing ventures
have been cross-subsid1zed by ratepayers.

I8.Current affiliate transaction rules may not be adequate to
prevent or deter simllar situatlon from occurring. A
situation where-ratepayers, ln essence provide the seed money
and bear the risks with the rewards accruing to shareholders.

19.There 1S presently a p~o=eeding pend1ng before the Californ~a

PubliC Utilities Commission in Application No. 93-11-031,
dated November :2, : 993, lr, the matter of the Application of
Pacific Bell and Pacl:ic Bell Information Services to notify
the Commission to enter E~ectroniC Publishing SerVice Market,
where some of the issues 1dentif1ed in this report are
expected to be addressed. Hearings for this proceeding have
been scheduled in August 1994.
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APPENDIX A

THIS IS A NINE PAGE DOCUMENT COVERING EXCERPTS FROM PACIFIC BELL
ELECTRONIC YELLOW PAGES VISION AND DEVELOPMENT STRATEGY,
CONSULTANTS' ANALYSES AND REPORTS. THE MATERIAL IN THIS DOCUMENT
IS CONSIDERED PROPRIETARY BY PACIFIC TELESIS GROUP AND HAS BEEN
REDACTED.
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